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Chairman Sullivan and members of the Committee:

Thank you for the opportunity to testify on behalf of the Wisconsin Bankers Association
(WBA) in opposition to Senate Bill 352. My name is Michael Semmann, Director
Government Relations for WBA. The Wisconsin Bankers Association 1s the state’s
largest financial industry trade association, representing 300 commercial banks and
savings institutions, their nearly 2,300 branch offices and 28,000 employees.

Senate Bill 352 imposes an additional regulation on the banking industry by requiring a
new written disclosure that contains information already given to the borrower.

Under federal law, bankers are already required to give the borrower an “estimated truth-
in-lending disclosures and costs of settlement services” form close to the time of
application. This form details items such as the annual percentage rate, finance charge,
total amount paid for the loan, and if the loan is variable rate. In addition, the document
lists fees (under the Real Estate Settlement Procedures Act — RESPA) associated with the
estimated cost of settlement. These include the loan origination fee, appraisal fees, and
broker fees.

WBA applauds Senator Wirch’s action to expand consumer financial literacy given the
current housing dynamics in the state and throughout the country. Educated consumers
will make the best financial choices for themselves particularly when the purchase of'a
home usually represents the largest monetary decision in their lifetime.

In conclusion, WBA respectfully asks the committee not to take any action on this

4721 SOUTH BILTMORE LANE bill and to further explore ways to help increase financial literacy throughout
MaDIsON, WI 53718 Wisconsin. Thank you for consideration of its request. I will be happy to answer
any questions.

P 0. Box 8880

MADISON. WL 93708.8550 Exhibit 1 Attached: FIPCO Estimated Truth-in-Lending disclosures and costs of settlement
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IMPROVING CONSUMER MORTGAGE DISCLOSURES
An Empirical Assessment of Current and Prototype Disclosure Forms

Bureau of Economics Staff Report'
Federal Trade Commission

EXECUTIVE SUMMARY

Despite a long history of mortgage cost disclosure requirements and many legislative and
regulatory proposals, little empirical evidence exists to document the effect of the current
disclosures on consumer understanding of mortgage costs, consumer mortgage shopping, or
consumer mortgage choice. In this study, we conducted 36 in-depth interviews with recent
mortgage customers, and quantitative consumer testing with over 800 mortgage customers, to
examine how consumers search for mortgages, how well consumers understand current mortgage
cost disclosures and the terms of their own recently obtained loans, and whether better
disclosures could improve consumer understanding of mortgage costs, consumer shopping for
mortgage loans, and consumers’ ability to avoid deceptive lending practices. The potential for
improving consumer understanding of mortgage costs through better disclosures was tested using
prototype disclosures developed for the study. The prototype disclosures were developed for
fixed-rate loans, including those with interest-only and balloon payments, but could be extended
to incorporate the key features of adjustable-rate, hybrid, and payment option loans.

The key findings of the study are: -

. Current mortgage cost disclosures failed to convey key mortgage costs to many
consumers.
. Prototype disclosures developed for the study sighiﬁcant}y improved consumer

recognition of mortgagecosts; demonstrating that better disclosures are feasible.

* Both prime and subprime borrowers failed to understand key loan terms when
viewing the current disclosures, and both benefitted from improved disclosures.

. Improved disclosures provided the greatest benefit for more complex loans, where
both prime and subprime borrowers had the most difficulty understanding loan
terms.

The study also demonstrates the importance of consumer testing in the development and
gvaluation of consumer disclosures. '

' The authors of the report are James M, Lacko and Janis K. Pappalardo,




Improving Consumer Mortgage Disclosures

Study Method

_ We used two methods to examine consumer understanding of mortgage disclosures—in-
depth consumer interviews and quantitative consumer testing.

In-Depth Consumer Interviews

Thirty-six in-depth interviews were conducted with consumers who had obtained a
" mortgage within the previous four months. The interviews, conducted in several waves between
September 2004 and February 2005, examined how consumers shopped for their mortgages, how
well they understood the terms of the loans they bad recently obtained, how well they understood
various loan terms and the currently required mortgage cost disclosures, and how they reacted to
the initial version of the prototype cost disclosures developed for the quantitative testing phase of
the study. .

A wide variety of loan types had been obtained by interviewed consumers, including
fixed-rate, adjustable-rate, interest-only, balloon, bi-weekly payment, payment option, and
combination (piggy-back) loans. Approximately half of the consumers obtained their loans from
a prime lender and the other half from a subprime lender. All tived in Montgomery County,
Maryland, a suburb of Washington, D.C., but their demographic characteristics and experience
with mortgage transactions varied widely. ' :

During the telephone calls in which we recruited recent mortgage customers for the
interviews, borrowers who agreed to participate in the study were asked a series of questions
about the terms of their recently obtained mortgage. Participants were then asked to bring the
loan docurnents they had received for this mortgage to the interview. The cost disclosures in
these documents were then used to assess the accuracy of the borrowers’ perceptions of their loan
cosis.

Quantitative Consumer Testing

Quantitative consumer testing within a controlled experiment was conducted with 819
recent mortgage customers in 12 locations across the country. The testing, conducted in October
through December 2005, examined the extent to which consumers could understand and use
current mortgage cost disclosures and prototype disclosures developed for the study. About half
of the participants had obtained their Joan from & subprime lender and the other half from a prime
lender.

Respondents were given cost disclosure forms for two hypothetical mortgage loans and

asked a series of questions about various costs and terms of the loans, including the loan amount,
settlement costs, charges for optional products and services, total up-front costs, interest rate,
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Executive Summary

APR, cash due at closing, monthly payment, payments for property taxes and homeowner’s
insurance, balloon payment, and prepayment penalties. The questions asked consumers 0
compare the two loans and identify which was higher or lower on particular loan costs, to
examine one loan and identify the amount of various costs, and to identify whether particular
costs or terms were present in a loan,

The tests were conducted with two different loan-cost scenarios, one with relatively =
simple loans and the other with more complex loans that inctuded features such as optional credit
insurance, interest-only monthly payments that did not include escrow for taxes and insurance, a
large balloon payment, and prepayment penalties. The results of 25 questions (or combinations
of questions) were analyzed to assess the ability of respondents to understand and use the
disclosure forms. Twenty-one questions were used in the simple-loan scenario because some of
the loan terms were not present in these loans.

Half of the respondents used the current mortgage cost disclosure forms during the tests
and half used the prototype form developed for the study. The current disclosure forms consisted
of the Truth-in-Lending Act (“TILA”) statement that is required for closed-end, fixed-rate
residential mortgages under the Truth in Lending Act, and the Good Faith Estimate of Settlement
Costs (“GFE”) required under the Real Estate Settlement Procedures Act (‘RESPA”). The GFE
used in the tests was an enhanced version that included information not required by the current
regulations, including the amount of money borrowed, the interest rate, the total monthly
payment amount, an itemization of the monthly payment, the cash due at closing, and the total
settlement charges. Many lenders use some variation of an enhanced GFE that goes beyond the
regulatory requirements. The form used in the tests followed this practice so that it would more
closely reflect the information that many consumers actually receive. The use of an enhanced
GFE implies, however, that the test results will understate any problems that consumers may
have with a GEE that merely complies with the regulations.

Prototype Mortgage Cost Disclosures

A prototype mortgage cost disclosure form was developed to test whether better
disclosures would enable consumers to more easily recognize loan costs, more easily comparison
shop for the best deal, and more readily recognize and avoid deceptive lending practices.

The prototype disclosures were developed for fixed-rate loans, including those with
interest-only and balloon payments. Adjustable-rate, hybrid, and payment option loans would
require additional disclosures that described how the interest rate, monthly payment, or both, may
change over the course of the loan. The study focused on fixed-rate loans in order to first test
whether better disclosures could be designed for these relatively simpler loan products.

If the prototype disclosures are shown to be more effective than current disclosures for
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Improving Consumer Morigage Disclosures

fixed-rate loans, additional disclosures for adjustable-rate, hybrid, and payment option products
could be added. An additional page that described the adjustable-rate and option features, and
their potential impact on the interest rate and payments of the loan, could be added, and a
prominent disclosure could be added to the first page to direct consumers to the additional

disclosures and perhaps provide the maximum monthly payment possible in the loan.

The principles followed in designing the prototype form were simple and straightforward.
The key mortgage costs that consumers need to understand when obtaining a loan were included
in the form. Information that is less important or confusing was excluded. Costs were conveyed
in simple, easily-to-understand language. The form was organized and formatted so that the
various costs could be easily recognized and identified.

The design of the prototype was not restricted to include all of the disclosures currently
required in the TILA statement and GFE form. We attempted to start anew, as if the current
disclosures did not exist, and ask what mortgage cost information was most important for
consurmers. We were guided by a general financial analysis of the key costs of a mortgage, the
types of consumer problems encountered in the deceptive lending cases investigated by the FTC,
our experience in designing and evaluating consumer disclosures, and the insights gained from
the in-depth consumer interviews conducted in the first part of the study.

The content and format considerations resulted in a three-page disclosure form, The first
page provides a summary of all key loan costs; the second and third pages provide additional
detail. This allows consumers to easily review the overall cost of the loan and compare it to
other loan offers, as well as fully understand the details and source of the costs. An example of
the prototype form appears at the end of this Executive Summary. Additional examples for loans
with other terms appear in Appendix H of the report.

The prototype form provides a number of cost disclosures not required in the current
TILA and GFE forms, inchuding:

. Disclosure of the total loan amount, rather than the “amount financed,” and an
itemization that divides the total into the categories of money borrowed to
purchase or refinance a home, cash for debt consolidation or a home equity loan,
financed settlement charges, and financed charges for optional products or

services.
L Disclosure of the total charges for settlement services.
. Stronger disclosure of charges for optional credit insurance, and expansion of the

disclosure to inchude all types of optional products and services, with clearer
notice that the optional items are not required for the loan, and that charges should.

ES-4




Executive Summary

not be included if the consumer does not want to purchase the items.

Disclosure of total up-front charges, and an itemization that divides the total into
two categories: settlement and optional charges.

Disclosure of the amount of cash due at closing, and an itemization that divides
the total into the categories of down payment, payments for settlement services,
and payments for optional products or services.

Disclosure of the interest rate.
Highlighted disclosure of any balloon payment.

Enhanced prepayment penalty disclosures, including a specific statement of
whether a prepayment penalty is included in the loan (as opposed to the current
statement that the borrower “may” be charged a penalty), and if so, the size of the
penalty and the conditions under which it wilt apply.

Disclosure, in purchase loans, of the house price, down payment, and amount of
price financed, '

Disclosure of the total monthly payment, rather than only the principal and
interest portion, and an itemization that divides the total into the categories of
principal and interest, property taxes, homeowner’s insurance, mortgage
insurance, and any monthly billed, optional products or services.

Disclosure of whether the monthly payment includes property taxes and
homeowner’s insurance, and if not, the additional monthly amounts that must be -
paid by the borrower.

Consumer tips and warnings on the benefits of comparison shopping, not relying
on oral promises, and verifying costs at closing,

The study produced four major findings: (1) current mortgage cost disclosures failed to
convey key mortgage costs to many consumers; (2) prototype disclosures developed for the study
significantly improved consumer recognition of mortgage costs, demonstrating that better
disclosures are feasible; (3) both prime and subprime borrowers failed to understand key loan
terms, and both benefitted from the improved disclosures; and (4) improved disclosures provided
the greatest benefit for more complex loans, where both prime and subprime borrowers had the
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Improving Consumer Morigage Disclosures

most difficulty understanding loan terms. These findings were obtained from both the in-depth
consumer interviews and the quantitative consumer testing, with the exception that the consumer
interviews did not examine the impact of the improved disclosures on particular types of '
borrowers or for particular types of loans.

In-depth Consumer Interviews

The in-depth consumer interviews found that many borrowers were confused by the
current mortgage cost disclosures and did not understand key terms in the disclosure forms, such
as the APR, amount financed, and discount fees. Many borrowers also did not understand
important costs and terms of their own recently obtained mortgages. Many had Joans that were
significantly more costly than they believed, or contained significant restrictions, such as
prepayment penalties, of which they were unaware. Many of these borrowers did not learn of
these costs and terms until at or after the loan settlement, and some appeared to learn for the first '
time during the interview. Some of these borrowers reported that they had spent considerable
time shopping and comparing loan offers, but still experienced problerms or misunderstandings.
Others relied primarity on their loan officer or mortgage broker to explain the loan terms, or on
the reputation of the lender or the recommendation of a friend or relative, rather than eXxamining
and verifying the loan terms themselves. Both prime and subprime borrowers were confused by
the current mortgage disclosures, and both experienced significant misunderstandings about the
terms of their recently obtained loans, Borrowers were nearly unanimous in their strong positive
reaction to the initial version of the prototype disclosure form developed for the study; most
characterized it as a substantial improvement over the cusrent forms in organization and
readability.

- Quantitative Consumer Testing

The quantitative consumer testing, conducted with 819 recent mortgage customers,
confirmed and quantified the shortcomings of the current mortgage cost disclosures and the
improvements provided by the prototype disclosure form. The testing also provided much
greater detail on consumer understanding of various individual loan costs in the current and
prototype forms. The following summarizes many of the detailed resuits that support the four
major findings of the study. :

(1)  Current mortgage cost disclosures failed to convey key mortgage costs to
many consumers '

. The failure to convey key mortgage costs was evident across a wide range
of loan terms and among substantial proportions of study participants.

o} About a fifth of the respondents viewing the current disclosure
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Executive Summary

forms could not correctly identify the APR of the loan, the amount
of cash due at closing, or the monthly payment (including whether
it inchuded escrow for taxes and insurance).

Nearly a quarter could not identify the amount of settlement
charges. '

About a third could not identify the interest rate or which of two
loans was less expensive, and a third did not recognize that the
loan included a large balloon payment or that the loan amount
included money borrowed to pay for settlement charges.

Half could not correctly identify the loan amount.

Two-thirds did not recognize that they would be charged a
prepayment penalty if in two years they refinanced with another
lender (and a third did not even recognize that they “may” be
charged such a penalty).

Three-quarters did not recognize that substantial charges for
optional credit insurance were included in the loan.

Almost four-fifths did not know why the interest rate and APR of a
loan sometimes differ.

Nearly nine-tenths could not identify the total amount of up-front
charges in the loan. '

Because the GFE used in the tests was an enhanced version that included
information not required by the current regulations, the results understate
the problems faced by consumers whe receive a GFE that merely complies
with the law. Many of the key costs examined in the tests would not be
disclosed in a form that merely met the regulatory requirements.

Prototype disclosures developed for the study significantly improved
consumer recognition of mortgage costs, demonstrating that better
disclosures are feasible

' Respondents viewing the current disclosure forms answered an average of

61 percent of the test questions correctly. Respondents viewing the

prototype form answered 80 percent of the questions correctly, a 19
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Impraving Consumer Mortgage Disclosures

percentage point improvement.

. 80 percent of the respondents viewing the prototype form were able to
answer 70 percent or more of the questions correctly, compared to only 29
percent of the respondents viewing the current forms, an improvement of
51 percentage points, :

. The prototype form performed better than the current forms in 17 of the 21
questions in the simple-loan scenario and 23 of the 25 questions in the
complex-loan scenario. (Thirteen and 16 of the differences in the two
scenarios, respectively, were statistically significant.)

. Many of the improvements provided by the profotype form were quite
large. In the complex-loan scenario, for example, the prototype
outperformed the current forms by more than 10 percentage points in 15
questions, more than 30 percentage points in eight questions and more
than 50 percentage points in four questions.

* The prototype disclosures provided improvements across a wide range of
loan terms and for substantial proportions of respondents. The
improvements provided by the prototype form included:

o 66 percentage point increase in the proportion of respondents
correctly identifying the total amount of up-front charges in the
loan.

o} 43 percentage point increase in the proportion of respondents
recognizing that the loan contained charges for optional credit
insurance. '

o] 37 percentage point increase in the proportion correctly identifying
the amount borrowed.

o 24 percentage point increase in the proportion recognizing thata
prepayment penalty would be assessed if the loan was refinanced in
two years. :

o 21 percentage point increase in the proportion correctly identifying

why the APR and interest rate may differ in 2 loan.

O 16 percentage point increase in the proportion correctly identifying
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Execulive Summary

the APR amount.

o 15 percentage point increase in the proportion correctly identifying
the amount of settlement charges.

o 13 percentage point increase in the proportion correctly identifying
which of two loans was less expensive.

o 12 percentage point increase in the proportion correctly identifying
the interest rate amount.

o 9 percentage point increase in the proportion recognizing that
settlement charges were financed and included in the loan amount.

o The prototype form also conveyed the comrect prepayment penalty
amount to 59 percent of the respondents, and the correct amounts
of property taxes and homeowner’s insurance charges, for a Joan in
which the charges were not included in the monthly payment, to 79
percent of the respondents. This information is not included in the
current forms.

A comparison of the percentage of respondents using the current and
prototype forms who could not correctly identify various loan costs is
presented in the chart in Figure ES-1. The chart illustrates the
improvements provided by the prototype form.

Although the prototype form provided significant improvements in
consumer understanding, some consumers still failed to recognize key
costs, and, in some cases, represented substantial proportions of prototype-
form respondents. Forty-one percent of prototype form respondents, for
example, could not identify the amount of prepayment penalties (though
this was a substantial improvement over the 95 percent who could not do
s with the current forms), and 30 percent did not recognize that the loan
included a large balloon payment, an identical percentage as in the current-
forms group. Further development of the disclosures may provide
additional improvements that better convey these costs.
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Executive Summary

Both prime and subprime borrowers failed to understand key Ioan' terms
when viewing the current disclosures, and both benefitted from improved
disclosures

Prime borrowers viewing the current disclosure forms answered an
average of 62.0 percent of the questions correctly, compared to 59.6
percent for subprime borrowers, a difference of only 2.4 percentage points.

Although prime borrowers performed better than subprime borrowers in
most of the questions, the differences were almost always small and, with
only two exceptions, not statistically significant.

The prototype form provided similar benefits to both prime and subprime
borrowers, In the complex-loan scenario, for example, the prototype form
increased the average percentage of questions answered correctly by 21.6
percentage points for prime borrowers and 22.4 percentage points for
subprime borrowers.

In the 23 questions in which the prototype form performed better than the
current forms, prime borrowers obtained a larger percentage point
improvement in 11 questions and subprime borrowers obtained a larger
improvement in 12 questions. '

Improved disclosures prbvided the greatest benefit for more complex
loans, where both prime and subprime borrowers had the most difficulty
understanding loan terms.

Respondents viewing current disclosure forms answered 66 percent of the
questions correctly in the simple-loan scenario, compared to 56 percent in
the complex-loan scenario, a difference of 10 percentage points.

Similarly, respondents viewing the prototype form answered 82 percent of
the questions correctly in the simple-loan scenatio, compared to 78 percent
in the complex-loan scenario, a difference of four percentage points.

The prototype form increased the percentage of questions answered
correctly by 22 percentage points in the complex-loan scenario, compared
to 16 percentage points in the simple-loan scenario.

1f loans in the subprime market tend to have more complex features than

loans in the prime market, these results suggest that borrowers in the
subprime market may have greater difficulty understanding their loan

ES-11




Impreving Consumer Mortgage Disclosures

terms than borrowers in the prime market, and improved disclosures may
provide a greater beneficial impact in the subprime market,

In summary, the consumer testing found that current mortgage cost disclosures failed to
convey key mortgage costs to both prime and subprime borrowers, and that prototype disclosures
developed for the study significantly improved consumer recognition of mortgage costs,
demonstrating that better disclosures are feasible. Improved disclosures provided the greatest
benefits for more complex loans, where both prime and subprime borrowers had the most
difficulty understanding loan terms.

These findings may be even stronger in real-world transactions, Although in real-world
transactions borrowers will have greater incentive to understand loan costs, because their homes
and savings are at risk, they also may face a number of factors that make it more difficult to
understand their loan costs. The consumer testing was conducted in a quiet, experimental
setting. Respondents did not face the time pressure of a loan closing, a large stack of other
closing paperwork, or deceptive tactics aimed at obscuring loan costs, all of which are likely to
aggravate the difficulties consumers have understanding their loan terms. These difficulties may
be especially acute for refinance loans, for which the TILA disclosures need not be provided until
closing. Further difficulties are introduced because the settlement costs disclosed earlier in the
GFE are subject to change at closing.

The differences between prime and subprime borrowers also may be larger in real-world
transactions. The study results were obtained holding constant the complexity of the loans. In
actual market transactions, subprime borrowers may be more likely to face loans with complex
features, which the study found were more difficult to understand. Adjustable-rate, hybrid, and
payment option loans, which were not tested, are likely to create even greater difficulties. Time
pressure at closing, voluminous other paperwork, and any deceptive practices are likely to
especially aggravate understanding difficulties for these more complex loans. Many subprime
borrowers also face pressures not typically faced by prime borrowers, such as the need to obtain a
loan quickly in order to address family financial difficulties, or the experience of being tuned
down by several lenders before being approved for a loan. All of these considerations suggest
that subprime borrowers may face even greater difficulties understanding their loan terms than
indicated by the study results, and may benefit the most from improved disclosures.

Conclusions

If consumers do not understand the costs and terms of their mortgages, they may pay
more for their mortgages than necessary, obtain inappropriate loan terms, fall prey to deceptive
lending practices, and experience unpleasant surprises and financial difficulties during the course
of their loans. The results of the study show that current mortgage disclosures fail to convey key
mottgage costs and terms to many consumers, leaving them susceptible to these problems.
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Executive Summary

This study also demonstrates that better cost disclosures can significantly improve
consumet recognition of loan costs. Further development of the disclosures may provide
additional improvements that better convey these costs to even more consumers. Better cost
disclosures have the potential for providing greater consumer understanding of loan costs, more
efficient comparison shopping, reduced vulnerability to deceptive lending practices, and
enhanced competition in the marketplace. This study demonsirates that it is possible to achieve
such improvements.

The study also illusirates the importance of consumer testing in the development and
evaluation of consumer disclosure policy. Although some disclosures may be so simple and
straightforward that testing is not necessary, for most disclosures, particularly those regarding
something as complicated and difficult to understand as mortgage transactions, testing is
essential to ensure that the disclosures effectively convey the desired information to consumers.

ES-13




Mortgage Loan Offer

FS Mortgage Company : LOAN “T¥

456 Main Street

Mortgagetown, Virginia 22189

(703) 555-2767 Page 10of3
Borrower: James and Clara Borrower Offer Date:  October 14, 2005

Property Location: 123 Your Street, Homatown, VA 22189

This page provides a summary of your loan, our charges for the loan, and your loan payments. See
pages 2 and 3 for important details on each of these items. ‘

YOUR LOAN

Loan Type Summary 10 year interest-only baiioon
Loan Amount $189,313.43
Loan Term 10 years (120 monthly payments)

OUR LOAN CHARGES

Interest Rate 6.65% Fixed rate

Up-Front Charges $ 7,658.43  Total settiement charges
$ 6,230.00 Charges for optional products and services

$ 13,888.43  Total up-front charges

Monthly-Bifled Charges None'
Annual Percentage Rate 5.88% The cost of credit, including both interest payments and
{APR) other finance charges, expressed as an annual rate.

YOUR LOAN PAYMENTS

Cash Due at Closing 5 0.00.

Monthly Payments - $ 125495 Payments number 1-119 (Includes required payments
for property taxes and hazard Insurance.)

Balioon Payment " $190,568.38 Payment number 120 — You will have to pay this

amount at the end of the 10 year loan term.

PENALTIES AND LATE FEES

Prepayment Penalty None

[ate Fee A 5% late fee wili be charged on payments more than 7 days late.
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